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company’s board of directors should 
approve prudent written policies and 
establish appropriate limitations to in-
sure that financial contract activities 
are performed in a safe and sound man-
ner with levels of activity reasonably 
related to the organization’s business 
needs and capacity to fulfill obliga-
tions. In addition, internal controls 
and internal audit programs to mon-
itor such activity should be estab-
lished. The board of directors, a duly 
authorized committee thereof or the 
internal auditors should review peri-
odically (at least monthly) all finan-
cial contract positions to insure con-
formity with such policies and limits. 
In order to determine the company’s 
exposure, all open positions should be 
reviewed and market values deter-
mined at least monthly, or more often, 
depending on volume and magnitude of 
positions. 

(c) Formulating policies and recording 
financial contracts. In formulating its 
policies and procedures, the parent 
holding company may consider the in-
terest rate exposure of its nonbank 
subsidiaries, but not that of its bank 
subsidiaries. As a matter of policy, the 
Board believes that any financial con-
tracts executed to reduce the interest 
rate exposure of a bank affiliate of a 
holding company should be reflected on 
the books and records of the bank affil-
iate (to the extent required by the 
bank policy statements), rather than 
on the books and records of the parent 
company. If a bank has an interest rate 
exposure that management believes re-
quires hedging with financial con-
tracts, the bank should be the direct 
beneficiary of any effort to reduce that 
exposure. The Board also believes that 
final responsibility for financial con-
tract transactions for the account of 
each affiliated bank should reside with 
the management of that bank. 

(d) Accounting. The joint bank policy 
statements of March 12, 1980 include 
accounting guidelines for banks that 
engage in financial contract activities. 
Since the Financial Accounting Stand-
ards Board is presently considering ac-
counting standards for contract activi-
ties, no specific accounting require-
ments for financial contracts entered 
into by parent bank holding companies 
and nonbank subsidiaries are being 

mandated at this time. The Board ex-
pects to review further developments 
in this area. 

(e) Board to monitor bank holding com-
pany transactions in financial contracts. 
The Board intends to monitor closely 
bank holding company transactions in 
financial contracts to ensure that any 
such activity is consistent with main-
taining a safe and sound banking sys-
tem. In any cases where bank holding 
companies are found to be engaging in 
speculative practices, the Board is pre-
pared to institute appropriate action 
under the Financial Institutions Super-
visory Act of 1966, as amended. 

(f) Federal Reserve Bank notification. 
Bank holding companies should furnish 
written notification to their District 
Federal Reserve Bank within 10 days 
after financial contract activities are 
begun by the parent or a nonbank sub-
sidiary. Holding companies in which 
the parent or a nonbank subsidiary 
currently engage in financial contract 
activity should furnish notice by 
March 31, 1983. 

(Secs. 5(b) and 8 of the Bank Holding Com-
pany Act (12 U.S.C. 1844 and 1847); sec. 8(b) of 
the Financial Institutions Supervisory Act 
(12 U.S.C. 1818(b)) 

[48 FR 7720, Feb. 24, 1983] 

§ 225.143 Policy statement on non-
voting equity investments by bank 
holding companies. 

(a) Introduction. (1) In recent months, 
a number of bank holding companies 
have made substantial equity invest-
ments in a bank or bank holding com-
pany (the ‘‘acquiree’’) located in states 
other than the home state of the in-
vesting company through acquisition 
of preferred stock or nonvoting com-
mon shares of the acquiree. Because of 
the evident interest in these types of 
investments and because they raise 
substantial questions under the Bank 
Holding Company Act (the ‘‘Act’’), the 
Board believes it is appropriate to pro-
vide guidance regarding the consist-
ency of such arrangements with the 
Act. 

(2) This statement sets out the 
Board’s concerns with these invest-
ments, the considerations the Board 
will take into account in determining 
whether the investments are consistent 
with the Act, and the general scope of 
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arrangements to be avoided by bank 
holding companies. The Board recog-
nizes that the complexity of legitimate 
business arrangements precludes rigid 
rules designed to cover all situations 
and that decisions regarding the exist-
ence or absence of control in any par-
ticular case must take into account 
the effect of the combination of provi-
sions and covenants in the agreement 
as a whole and the particular facts and 
circumstances of each case. Neverthe-
less, the Board believes that the fac-
tors outlined in this statement provide 
a framework for guiding bank holding 
companies in complying with the re-
quirements of the Act. 

(b) Statutory and regulatory provisions. 
(1) Under section 3(a) of the Act, a 
bank holding company may not acquire 
direct or indirect ownership or control 
of more than 5 per cent of the voting 
shares of a bank without the Board’s 
prior approval. (12 U.S.C. 1842(a)(3)). In 
addition, this section of the Act pro-
vides that a bank holding company 
may not, without the Board’s prior ap-
proval, acquire control of a bank: That 
is, in the words of the statute, ‘‘for any 
action to be taken that causes a bank 
to become a subsidiary of a bank hold-
ing company.’’ (12 U.S.C. 1842(a)(2)). 
Under the Act, a bank is a subsidiary 
of a bank holding company if: 

(i) The company directly or indi-
rectly owns, controls, or holds with 
power to vote 25 per cent or more of 
the voting shares of the bank; 

(ii) The company controls in any 
manner the election of a majority of 
the board of directors of the bank; or 

(iii) The Board determines, after no-
tice and opportunity for hearing, that 
the company has the power, directly or 
indirectly, to exercise a controlling in-
fluence over the management or poli-
cies of the bank. (12 U.S.C. 1841(d)). 

(2) In intrastate situations, the Board 
may approve bank holding company ac-
quisitions of additional banking sub-
sidiaries. However, where the acquiree 
is located outside the home state of the 
investing bank holding company, sec-
tion 3(d) of the Act prevents the Board 
from approving any application that 
will permit a bank holding company to 
‘‘acquire, directly or indirectly, any 
voting shares of, interest in, or all or 

substantially all of the assets of any 
additional bank.’’ (12 U.S.C. 1842(d)(1)). 

(c) Review of agreements. (1) In appar-
ent expectation of statutory changes 
that might make interstate banking 
permissible, bank holding companies 
have sought to make substantial eq-
uity investments in other bank holding 
companies across state lines, but with-
out obtaining more than 5 per cent of 
the voting shares or control of the 
acquiree. These investments involve a 
combination of the following arrange-
ments: 

(i) Options on, warrants for, or rights 
to convert nonvoting shares into sub-
stantial blocks of voting securities of 
the acquiree bank holding company or 
its subsidiary bank(s); 

(ii) Merger or asset acquisition agree-
ments with the out-of-state bank or 
bank holding company that are to be 
consummated in the event interstate 
banking is permitted; 

(iii) Provisions that limit or restrict 
major policies, operations or decisions 
of the acquiree; and 

(iv) Provisions that make acquisition 
of the acquiree or its subsidiary 
bank(s) by a third party either impos-
sible or economically impracticable. 
The various warrants, options, and 
rights are not exercisable by the in-
vesting bank holding company unless 
interstate banking is permitted, but 
may be transferred by the investor ei-
ther immediately or after the passage 
of a period of time or upon the occur-
rence of certain events. 

(2) After a careful review of a number 
of these agreements, the Board believes 
that investments in nonvoting stock, 
absent other arrangements, can be con-
sistent with the Act. Some of the 
agreements reviewed appear consistent 
with the Act since they are limited to 
investments of relatively moderate size 
in nonvoting equity that may become 
voting equity only if interstate bank-
ing is authorized. 

(3) However, other agreements re-
viewed by the Board raise substantial 
problems of consistency with the con-
trol provisions of the Act because the 
investors, uncertain whether or when 
interstate banking may be authorized, 
have evidently sought to assure the 
soundness of their investments, pre-
vent takeovers by others, and allow for 
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1 See Board letter dated March 18, 1982, to 
C. A. Cavendes, Sociedad Financiera. 

sale of their options, warrants, or 
rights to a person of the investor’s 
choice in the event a third party ob-
tains control of the acquiree or the in-
vestor otherwise becomes dissatisfied 
with its investment. Since the Act pre-
cludes the investors from protecting 
their investments through ownership 
or use of voting shares or other exer-
cise of control, the investors have sub-
stituted contractual agreements for 
rights normally achieved through vot-
ing shares. 

(4) For example, various covenants in 
certain of the agreements seek to as-
sure the continuing soundness of the 
investment by substantially limiting 
the discretion of the acquiree’s man-
agement over major policies and deci-
sions, including restrictions on enter-
ing into new banking activities with-
out the investor’s approval and re-
quirements for extensive consultations 
with the investor on financial matters. 
By their terms, these covenants sug-
gest control by the investing company 
over the management and policies of 
the acquiree. 

(5) Similarly, certain of the agree-
ments deprive the acquiree bank hold-
ing company, by covenant or because 
of an option, of the right to sell, trans-
fer, or encumber a majority or all of 
the voting shares of its subsidiary 
bank(s) with the aim of maintaining 
the integrity of the investment and 
preventing takeovers by others. These 
long-term restrictions on voting shares 
fall within the presumption in the 
Board’s Regulation Y that attributes 
control of shares to any company that 
enters into any agreement placing 
long-term restrictions on the rights of 
a holder of voting securities. (12 CFR 
225.2(b)(4)). 

(6) Finally, investors wish to reserve 
the right to sell their options, warrants 
or rights to a person of their choice to 
prevent being locked into what may be-
come an unwanted investment. The 
Board has taken the position that the 
ability to control the ultimate disposi-
tion of voting shares to a person of the 
investor’s choice and to secure the eco-
nomic benefits therefrom indicates 
control of the shares under the Act. 1 

Moreover, the ability to transfer rights 
to large blocks of voting shares, even if 
nonvoting in the hands of the investing 
company, may result in such a sub-
stantial position of leverage over the 
management of the acquiree as to in-
volve a structure that inevitably re-
sults in control prohibited by the Act. 

(d) Provisions that avoid control. (1) In 
the context of any particular agree-
ment, provisions of the type described 
above may be acceptable if combined 
with other provisions that serve to pre-
clude control. The Board believes that 
such agreements will not be consistent 
with the Act unless provisions are in-
cluded that will preserve manage-
ment’s discretion over the policies and 
decisions of the acquiree and avoid 
control of voting shares. 

(2) As a first step towards avoiding 
control, covenants in any agreement 
should leave management free to con-
duct banking and permissible non-
banking activities. Another step to 
avoid control is the right of the 
acquiree to ‘‘call’’ the equity invest-
ment and options or warrants to assure 
that covenants that may become inhib-
iting can be avoided by the acquiree. 
This right makes such investments or 
agreements more like a loan in which 
the borrower has a right to escape cov-
enants and avoid the lender’s influence 
by prepaying the loan. 

(3) A measure to avoid problems of 
control arising through the investor’s 
control over the ultimate disposition of 
rights to substantial amounts of voting 
shares of the acquiree would be a provi-
sion granting the acquiree a right of 
first refusal before warrants, options or 
other rights may be sold and requiring 
a public and dispersed distribution of 
these rights if the right of first refusal 
is not exercised. 

(4) In this connection, the Board be-
lieves that agreements that involve 
rights to less than 25 percent of the 
voting shares, with a requirement for a 
dispersed public distribution in the 
event of sale, have a much greater 
prospect of achieving consistency with 
the Act than agreements involving a 
greater percentage. This guideline is 
drawn by analogy from the provision in 
the Act that ownership of 25 percent or 
more of the voting securities of a bank 
constitutes control of the bank. 
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1 12 U.S.C. 1843(f). Such a company is treat-
ed as a bank holding company, however, for 
purposes of the anti-tying provisions in sec-
tion 106 of the BHC Act Amendments of 1970 
(12 U.S.C. 1971 et seq.) and the insider lending 
limitations of section 22(h) of the Federal 
Reserve Act (12 U.S.C. 375b). The company is 
also subject to certain examination and en-
forcement provisions to assure compliance 
with CEBA. 

2 CEBA also prohibits, with certain limited 
exceptions, a company controlling a grand-
fathered nonbank bank from acquiring con-
trol of an additional bank or thrift institu-
tion or acquiring, directly or indirectly after 
March 5, 1987, more than 5 percent of the as-
sets or shares of a bank or thrift institution. 
12 U.S.C. 1843(f)(2). 

(5) The Board expects that one effect 
of this guideline would be to hold down 
the size of the nonvoting equity invest-
ment by the investing company rel-
ative to the acquiree’s total equity, 
thus avoiding the potential for control 
because the investor holds a very large 
proportion of the acquiree’s total eq-
uity. Observance of the 25 percent 
guideline will also make provisions in 
agreements providing for a right of 
first refusal or a public and widely dis-
persed offering of rights to the 
acquiree’s shares more practical and 
realistic. 

(6) Finally, certain arrangements 
should clearly be avoided regardless of 
other provisions in the agreement that 
are designed to avoid control. These 
are: 

(i) Agreements that enable the in-
vesting bank holding company (or its 
designee) to direct in any manner the 
voting of more than 5 per cent of the 
voting shares of the acquiree; 

(ii) Agreements whereby the invest-
ing company has the right to direct the 
acquiree’s use of the proceeds of an eq-
uity investment by the investing com-
pany to effect certain actions, such as 
the purchase and redemption of the 
acquiree’s voting shares; and 

(iii) The acquisition of more than 5 
per cent of the voting shares of the 
acquiree that ‘‘simultaneously’’ with 
their acquisition by the investing com-
pany become nonvoting shares, remain 
nonvoting shares while held by the in-
vestor, and revert to voting shares 
when transferred to a third party. 

(e) Review by the Board. This state-
ment does not constitute the exclusive 
scope of the Board’s concerns, nor are 
the considerations with respect to con-
trol outlined in this statement an ex-
haustive catalog of permissible or im-
permissible arrangements. The Board 
has instructed its staff to review agree-
ments of the kind discussed in this 
statement and to bring to the Board’s 
attention those that raise problems of 
consistency with the Act. In this re-
gard, companies are requested to notify 
the Board of the terms of such pro-
posed merger or asset acquisition 
agreements or nonvoting equity invest-
ments prior to their execution or con-
summation. 

[47 FR 30966, July 16, 1982] 

§ 225.145 Limitations established by 
the Competitive Equality Banking 
Act of 1987 on the activities and 
growth of nonbank banks. 

(a) Introduction. Effective August 10, 
1987, the Competitive Equality Banking 
Act of 1987 (‘‘CEBA’’) redefined the 
term ‘‘bank’’ in the Bank Holding Com-
pany Act (‘‘BHC Act’’ or ‘‘Act’’) to in-
clude any bank the deposits of which 
are insured by the Federal Deposit In-
surance Corporation as well as any 
other institution that accepts demand 
or checkable deposit accounts and is 
engaged in the business of making 
commercial loans. 12 U.S.C. 1841(c). 
CEBA also contained a grandfather 
provision for certain companies af-
fected by this redefinition. CEBA 
amended section 4 of the BHC Act to 
permit a company that on March 5, 
1987, controlled a nonbank bank (an in-
stitution that became a bank as a re-
sult of enactment of CEBA) and that 
was not a bank holding company on 
August 9, 1987, to retain its nonbank 
bank and not be treated as a bank 
holding company for purposes of the 
BHC Act if the company and its sub-
sidiary nonbank bank observe certain 
limitations imposed by CEBA. 1 Certain 
of these limitations are codified in sec-
tion 4(f)(3) of the BHC Act and gen-
erally restrict nonbank banks from 
commencing new activities or certain 
cross-marketing activities with affili-
ates after March 5, 1987, or permitting 
overdrafts for affiliates or incurring 
overdrafts on behalf of affiliates at a 
Federal Reserve Bank. 12 U.S.C. 
1843(f)(3). 2 The Board’s views regarding 
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